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ER  N  ST    5.    ERNST 

i!jO    i-odth    wacker    drive 
CHICAGO,  ILL    60606 


October  31,  1975 


Mr,  Milton  Plkarsky,  Chairman 

Regional  Transportation  Authority  (RTA) 

300  North  State  Street 

Room  1005 

Chicago,  Illinois  60610 

Dear  Mr.  Plkarsky: 

We  are  pleased  to  submit  our  report  on  the  special  management  study  of 
the  Chicago  Transit  Authority  (CTA)  conducted  in  accordance  with  our  letter  of 
understanding  dated  May  27,  1975,  which  set  forth  the  scope  of  the  work  to  be 
performed.   Specifically,  this  engagement  was  directed  primarily  to  a  review  of 
eleven  selected  provisions  of  three  grant  agreements  executed  between  the  RTA 
and  CTA  on  December  6,  1974,  February  7,  1975  and  March  13,  1975  in  order  to 
determine  the  level  of  CTA  conformity  with  those  provisions.   In  addition,  we 
were  authorized  to  expand  the  scope  of  our  review  to  Include  selected  other 
operating  areas  and  to  submit  our  observations  on  management  practices,  proce- 
dures and  controls  where  appropriate.  The  four  areas  reviewed  were: 

-  The  Budget  Process 

-  Revenue  and  Fixed  Asset  Accounting  and  the  General 

Ledger 

-  Purchasing  and  Inventory  Control  Systems 

-  Datacenter  Control  Review 

For  clarity  and  ease  of  understanding,  we  have  divided  this  report  into 
two  distinct  sections,  even  though  we  recognize  that  some  observations  from  one 
section  may  relate  to  the  other.   Where  such  comments  are  significant  we  have 


-3- 


included  them  in  both  sections.   We  would  emphasize,  as  we  did  in  our  letter  of 
understanding,  that  the  observations  in  this  report,  for  both  Sections  I  and  II 
are  based  upon  information  obtained  through  interview  and  analysis  within  the 
time  constraints  of  the  engagement.   This  study,  as  stated,  is  essentially  an 
overview  and  did  not  involve  in-depth  analysis  or  extensive  sampling.   Despite 
these  limitations,  we  believe  the  comments  made  in  this  report  are  substantive 
and  valid. 

Section  I  of  the  report  relating  to  compliance  with  provisions  of  the 
three  grant  agreements  identifies  the  eleven  provisions  of  the  letter  of  under- 
standing which  we  analyzed  and  describes  our  findings  with  respect  to  each  pro- 
vision.  In  summary,  we  found  that  there  are  a  number  of  provisions  of  the  grant 
agreements  with  respect  to  which  compliance  has  not  yet  been  completely  achievred. 
The  nature  of  certain  provisions  of  the  agreements  precludes  positive  determina- 
tion of  compliance  within  the  limited  scope  of  our  review.   We  question  the  need 
for  several  provisions  of  the  type  contained  in  these  agreements,  as  they  do  not 
seem  to  be  particularly  pertinent  in  instances  where  funds  are  granted  for  specific 
purposes. 

Section  II  of  the  report  addresses  four  areas  which  were  closely 
related  to  the  principal  objectives  of  our  engagement  and  which  are  vital  to  the 
successful  administration  of  the  CTA.   In  general,  we  would  summarize  our  con- 
clusions from  these  brief  reviews  as  indicating  that  benefits  can  be  derived 
from  improved  administrative  control  and  summary  management  information.   These 
conclusions  are  based  upon  situations  identified  by  our  study.   For  example, 
while  there  are  extensive  data  and  statistics  gathered  and  a  wide  range  of 
reports  prepared,  we  were  unable  to  identify  significant  summary  information 
which  could  be  used  by  top  executives  in  administering  the  CTA  as  a  whole. 
Similarly,  we  identified  weaknesses  in  the  purchasing  system  —  such  as  poor 
delivery  (too  late  and  too  early)  and  excessive  bidding  on  small  purchases. 
A  number  of  suggested  approaches  to  improving  these  areas  are  detailed  in  the 
Observations  and  Conclusions  sections  of  this  part  of  our  report. 

Our  letter  of  understanding  states  that  at  the  conclusion  of  Phase  I, 
we  will  submit  to  you  this  report  on  our  observations  and  conclusions  to  be 
followed  by  a  second  letter  detailing  the  scope  of  any  additional  effort  we 
feel  would  be  desirable  as  a  result  of  the  weaknesses  identified  in  this  report. 
We  also  stated  that  the  second  letter  would  include  our  comments  on  any  addi- 
tional overview  studies  which  we  felt  should  be  undertaken.   It  is  our  inten- 
tion to  draft  the  second  letter  of  understanding  after  we  have  had  a  chance  to 
review  this  first  report  with  you. 
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We  appreciate  the  excellent  cooperation  we  received  from  all  of  the 
CTA  personnel  with  whom  we  worked  during  this  study  and,  most  specifically, 
Mr.  Samuel  Miller,  Comptroller.   We  would  be  pleased  to  discuss  any  aspect'of 
this  report  with  you  at  your  convenience. 


Very  truly  yours, 
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SECTION  1 

REVIEW  OF  COMPLIANCE  OF  THE  CHICAGO  TRANSIT  AUTHORITY  (CTA) 

WITH  SELECTED  PROVISIONS  OF  THE  REGIONAL  TRANSPORTATION 

AUTHORITY  (RTA)  GRANT  AGREEMENTS 


In  accordance  with  the  terms  of  our  engagement  letter  of  May  27,  1975, 
we  have  performed  certain  procedures  which  were  directed  toward  determination 
of  CTA  compliance  with  selected  provisions  of  the  RTA  grant  agreements  dated 
December  6,  1974,  February  7,  1975  and  March  13,  1975.   Our  procedures  did  not 
constitute  an  examination  performed  in  accordance  with  generally  accepted  audit- 
ing standards  for  the  purpose  of  expressing  an  opinion  on  financial  statements, 
forecasts  or  other  financial  information  of  the  CTA  and,  accordingly,  we  express 
no  such  opinion. 

The  determinations  required  by  the  selected  provisions  of  the  grant 
agreements,  a  description  of  the  procedures  which  were  directed  toward  those 
determinations,  and  a  summarization  of  our  observations  and  findings  are  set 
forth  hereinafter. 

1.   Whether  CTA  records  provide  adequate  identification  of 
grant  funds  and  expenditures  for  the  purpose  of  deter- 
mining that  grant  funds  are  used  only  for  the  express 
purpose  of  the  grant. 
We  discussed  the  accounting  treatment  of  grant  funds 
with  CTA  accounting  personnel  and  reviewed  the  account- 
ing records  and  reports  in  support  of  the  representa- 
tions made.   The  grant  funds  are  combined  with  other 
funds  in  the  Working  Cash  Account;  however,  segregation 
does  not  appear  necessary  in  this  case  since  the  grants 
were  given  for  specific  expenditures  already  made  by 
the  CTA. 
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We  performed  limited  tests  of  the  payroll,  group  insur- 
ance and  pension  records.   Our  procedures  included  a 
review  of  the  related  accounting  procedures,  tracing 
of  recorded  expenditures  of  the  specified  periods  of 
the  payroll  registers  and  subsidiary  ledgers,  and 
inspection  of  insurance  vouchers  and  pension  reports. 
We  noted  that  the  amounts  of  expenditures  incurred 
for  the  purposes  for  which  the  grant  proceeds  were 
intended,  as  reflected  in  the  financial  records,  were 
in  excess  of  the  grant  proceeds.   Based  upon  the 
tests  performed,  the  accounting  procedures  appear  to 
be  such  as  to  provide  for  adequate  general  ledger 
sunnnarization  of  expenses  of  the  type  and  for  the 
period  to  which  the  grant  relates. 
2.  That  the  representations  contained  in  the  CTA's  applica- 
tion for  emergency  assistance,  any  amendment  thereto, 
and  all  other  dociunents  furnished  in  connection  with 
the  grant  are  correct  in  all  material  respects  and 
that  the  representations  are  not  misleading. 

We  read  copies  of  the  applications  and  traced  signifi- 
cant financial  representations  to  annual  audited  finan- 
cial statements  and  internal  financial  statements. 
As  indicated  in  the  application,  many  of  the  financial 
representations  were  based  on  estimates  and  projections. 
We  compared  such  estimates  with  actual  amounts  included 
in  subsequent  internal  financial  statements  and  noted 
no  material  variations. 
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3.   Whether  or  not  any  judgment  for  the  payment  of  money  in 
excess  of  $100,000  has  been  rendered  against  the  CTA 
and  whether  or  not  the  judgement  has  been  discharged  or 
has  been  effectively  stayed. 
We  requested  CTA  "In-house"  legal  counsel  to  submit  a 
listing  of  all  judgments  in  excess  of  $100,000  entered 
against  the  CTA  for  the  period  from  December  6,  1974 
through  June  13,  1975.   Such  listing  indicated  two 
judgments  in  excess  of  $100,000  entered  against  the 
CTA  during  this  period.   Both  judgments  were  satisfied 
by  subsequent  payments  approximately  three  months  after 
the  date  of  the  judgment.   We  reviewed  the  documenta- 
tion for  these  payments. 
We  reviewed  entries  to  the  Damage  Reserve  Disbursement 
Journal  for  the  aforementioned  period  to  test  for  any 
additional  judgments  In  excess  of  $100,000  and  found 
two  additional  payments  In  excess  of  that  amount.   In 
both  Instances  the  payments  related  to  settlements 
which  had  not  reached  the  judgment  stage. 
We  discussed  the  requirements  of  paragraph  4(f)  of  the 
grant  agreement  with  Mr.  S.  M.  Bianchi,  Manager,  Claims, 
Law  and  Real  Estate.   He  indicated  that  the  CTA  would 
always  be  In  compliance  with  paragraph  4(f)  of  the  agree- 
ment since  execution  of  any  judgment  against  it  is 
effectively  stayed  by  Section  5  of  the  Metropolitan 
Transit  Authority  Act  (111.  Rev.  Stat.  1973,  Ch.  Ill 
2/3  Section  5)  which  protects  the  CTA  from  all  post- 
judgment  execution. 


-8- 


A.  Whether  any  debts  or  obligations  incurred  by  the  CTA  for 
purposes  for  which  the  grant  was  made  were  incurred 
other  than  for  operating  expenses  after  July  1,  1974. 
The  grant  agreements  provide  that  the  proceeds  are  to  be 
used  for  specified  operating  expenses.  As  indicated  in 
Item  1,  the  financial  records  of  the  CTA  indicated  that 
the  specified  expenses  exceeded  the  amount  of  the  grant 
proceeds. 

5.   That  the  CTA  has  negotiated  a  protective  labor  agreement 
with  the  authorized  representatives  of  its  employees 
pursuant  to  Section  2.16  of  the  Regional  Transporta- 
tion Authority  Act  (111.  Rev.  Stat.  Ch.  Ill  2/3,  Sec- 
tion 702.16)  and  such  protection  is  not  less  than  that 
established  pursuant  to  Section  13(c)  of  the  Urban  Mass 
Transportation  Act  of  1964,  as  amended  and  Section  405(b) 
of  the  Rail  Passenger  Service  Act  of  1970,  as  amended. 
Based  upon  an  interview  with  Mr.  Joseph  Stevens,  Manager  - 
Labor  Relations  for  the  CTA,  we  learned  that  as  of 
June  19,  1975,  no  protective  labor  agreement  had  been 
negotiated.   The  Presidents  of  the  two  locals  of  the 
Amalgamated  Transit  Union  (ATU) ,  with  whom  Mr.  Stevens 
feels  the  CTA  is  required  to  negotiate  a  13(c)  agree- 
ment, have  been  contacted;  however,  no  further  steps 
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have  been  t.ikeii  to  negotiate  the  agreifn.ent .   There 
appear  to  be  seveial  issues  delaying  the  negotiations, 
which  are  as  toiiows: 

Local  241  of  the  ATI)  is  in  the  process  of  con- 
ducting an  election  for  President  of  the 
local.   The  current  President  of  Local  241 
is  not  running  for  reelection  and  is  no  longer 
taking  an  active  role  in  union  affairs. 
Locals  of  the  ATU  are  not  authorized  to  negotiate 
13(c)  agreements.   Mr.  Earle  Putnam  has  been 
appointed  by  the  International  ATU  to  negotiate 
all  13(c)  agreements  for  the  ATU.   He  has  been 
contacted  by  the  locals,  but  is  busy  with 
other  negotiations. 
The  transportation  industry,  the  railroad  unions 
and  the  ATU  are  in  the  process  of  negotiating  a 
national  13(c)  agreement  covering  operating 
subsidy  type  grants.   There  are  several  unre- 
solved provisions  of  the  national  13(c)  agree- 
ment delaying  final  acceptance.   Mr.  Stevens 
feels  that  neither  the  CTA  nor  the  ATU  would 
risk  negotiating  a  local  13(c)  agreement  at  a 
time  when  a  national  13(c)  agreement  with  possi- 
bly different  or  conflicting  provioions  is  pending. 
Mr.  Stevens  advised  us  that  there  is  a  possibility 
that  the  RTA  may  negotiate  a  uniform  13(c)  agree- 
ment with  affected  unions  that  would  apply  to  all 
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RTA  operating  grants.   Mr.  Stevens  feels  that 
neither  the  CTA  nor  the  ATU  would  risk  negoti- 
ating a  13(c)  agreement  at  a  time  when  an 
RTA  13(c)  agreement  with  possibly  different 
or  conflicting  provisions  may  be  forthcoming. 
.   The  CTA  is  not  sure  whether  the  RTA  operating 
subsidy  grant  requires  the  CTA  to  negotiate  a 
13(c)  agreement  with  railroad  unions  represent- 
ing CTA  employees. 
Until  these  issues  are  resolved  it  does  not  appear  that  a 
13(c)  agreement  between  the  CTA  and  the  authorized  repre- 
sentatives of  its  employees  will  be  negotiated.   It  should 
be  recognized,  however,  that  the  CTA  appears  to  be  making 
every  reasonable  effort  to  resolve  problem  areas  and  carry 
out  negotiations. 
6.   That  the  CTA  has  made  provisions  to  preserve  all  the  vari- 
ous accounting  records  and  supporting  data  for  a  period 
of  three  years  after  December  31,  1975. 
Through  our  discussions  with  CTA  personnel,  we  learned 
that  accounting  records  are  stored  at  the  West  Shop.   A 
review  of  a  current  listing  of  records  In  storage  indi- 
cates that  records  are  retained  for  extensive  periods 
of  time  (maximum  of  28  years);  however,  there  is  no 
formal  retention  policy  in  effect.   We  understand  that 
accounting  and  legal  personnel  are  in  process  of  estab- 
lishing a  formal  record  retention  policy  which  will  give 
consideration  to  statutes  of  limitations  and  grant 
requirements. 
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It  appears  that  adequate  storage  facilities  exist  to 
maintain  three  years'  records  and,  based  on  prior 
retention  of  records  and  representations  of  CTA  per- 
sonnel, that  the  CTA  has  intentions  of  preserving 
accounting  records  and  supporting  data  for  a  period 
of  three  years  after  1975. 

That  the  CTA's  procedures  for  development  of  its  annual 
budget  projection  and  projected  cash  flow  for  1975 
are  reasonable  and  give  consideration  to  prior  years' 
operations  and  expected  future  economic  trends  and 
activity  levels. 

Through  our  discussions  with  CTA  personnel  and  our  review 
of  written  budget  procedures  and  forms,  we  learned  that 
the  budgeting  process  is  highly  decentralized.   Each 
organizational  unit  has  responsibility  for  preparing 
its  budget  request.  Because  of  the  highly  decentral- 
ized nature  of  the  budget  process,  we  were  unable  to 
review  all  budget  preparation  procedures  in  the  time 
allotted.   Therefore,  the  scope  of  our  work  was 
restricted  to  a  review  of  the  procedures  employed  in 
budgeting  the  most  significant  items  of  revenue  and 
expense.   Furthermore,  the  scope  of  our  work  was 
restricted  to  a  review  of  budgeting  procedures,  not 
amounts  budgeted. 
Based  upon  our  review,  which  is  discussed  more  fully  in 
Section  II  of  this  report,  it  appears  that  the  CTA's 
procedures  for  development  of  its  annual  budget  and 
projected  cash  flow  for  1975  give  consideration  to 
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prior  years'  operations  and  expected  future  economic 
trends  and  activity  levels.   The  procedures  could  be 
improved  if  certain  of  the  problem  areas  Identified 
in  Section  II  were  rectified. 

8.  That  the  CTA  has  not  obligated  or  otherwise  caused  the 

RTA  to  become  obligated  under  any  covenants  or 
agreements. 

We  received  written  representations  from  Paul  J.  Kole, 
General  Finance  Manager,  and  Francis  J.  Mullen,  General 
Counsel,  indicating  that  the  CTA  has  complied  with  the 
provision  of  Section  5  of  the  Grant  Agreements  Limits 
of  Liability  and  Payment. 

We  supplemented  these  representations  with  a  review  of 
the  minutes  of  the  Board  meetings  and  various  tests 
performed  in  connection  with  other  compliance  provi- 
sions, noting  no  indications  that  the  CTA  had  obligated 
the  RTA. 

9.  That  all  financial  reports  and  documents  required  to  be 

filed  with  other  government  agencies  or  authorities 
are  also  filed  as  of  the  same  date  with  the  RTA. 
We  obtained  a  listing  of  all  reports  filed  with  govern- 
ment agencies  and  reviewed  the  distribution  of  these 
reports.   Only  interim  and  annual  financial  reports 
are  filed  with  the  RTA.   Due  to  the  volume  and  diver- 
sity of  reports  filed  by  the  CTA,  we  suggest  that  a 
listing  of  those  available  be  provided  to  the  RTA  so 
that  it  may  specify  those  which  it  requires  for  eval- 
uation and  monitoring  of  CTA  operations. 
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10.   That  subsequent  to  the  date  of  the  grant  agreement, 
the  CTA: 
a.   Has  not  taken  any  action  which  materially 

changes  or  affects  its  net  working  capital, 
its  current  assets,  its  current  liabilities, 
or  total  liabilities  determined  in  accordance 
with  generally  accepted  accounting  principles 
consistently  applied.   While  the  intent  of 
such  a  provision  would  appear  to  be  to  restrict 
actions  by  a  grantee  which  are  outside  the  scope 
of  normal  operations,  and  particular  those 
actions  which  would  adversely  affect  the  grantee's 
financial  position,  the  wording  contained  in 
the  subject  agreements  is  so  broad  that  the 
purpose  is  obscured  and  grantee  compliance  is 
precluded. 
We  compared  the  amounts  for  the  above  balance 
sheet  categories,  as  indicated  by  the  CTA 
internal  financial  statements,  as  of  the  end 
of  the  reporting  periods  from  November  1974 
through  May  1975.   Significant  fluctuations 
from  period  to  period  were  noted,  some  of  which 
could  result  from  a  single  major  expenditure.   We 
inquired  of  the  CTA  Comptroller  as  to  particular 
actions  or  events  which  may  have  had  a  significant 
effect  on  the  balance  sheets  during  the  period 
reviewed.   We  were  informed  that  he  was  aware 
of  no  matters  which  occurred  subsequent  to  the 
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dates  of  the  agreements  which  would  materially 
affect  the  financial  position  of  the  CTA,  other 
than  the  receipt  or  expenditure  of  grant  funds 
and  the  results  of  normal  operating  transactions 
and  payments  related  to  long-term  financing.   We 
also  reviewed  minutes  of  the  meetings  of  the 
Board  of  Directors  held  from  October  7,  1974 
through  May  31,  1975.   We  noted  Board  approval 
of  numerous  expenditures  or  commitments  of  sig- 
nificant amounts.   Such  expenditures  appeared  to 
relate  to  normal  operations;  however,  we  are 
unable  to  assess  their  nature  or  the  reasonable- 
ness of  the  amounts.   Due  to  the  ambiguity  of  the 
wording  of  this  provision,  our  performance  of 
additional  procedures  relating  to  this  determina- 
tion does  not  appear  to  be  practicable  at  this 
time.   We  suggest  that,  in  future  agreements, 
restrictive  covenants  of  this  type  be  more 
specifically  worded  so  as  to  accomplish  their 
intended  purpose. 

Has  established  and  maintained  an  effective  system 
of  internal  accounting  control. 

We  have  performed  a  review  of  the  internal  account- 
ing controls  of  the  CTA  through  the  use  of  our 
standard  questionnaires  which  were  discussed  with 
CTA  personnel .  We  supplemented  this  review  with 
limited  tests  In  selected  areas.   Procedural 
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reviews  were  performed  In  the  areas  of  purchas- 
ing; revenue,  fixed  asset,  and  general  ledger 
accounting;  and  data  processing.   Separate 
reports  highlighting  our  procedures  and  find- 
ings In  these  areas  are  Included  in  Section  II 
of  this  report. 

The  objective  of  Internal  accounting  control  is 
to  provide  reasonable,  but  not  absolute,  assurance 
as  to  the  safeguarding  of  assets  against  loss  from 
unauthorized  use  or  disposition,  and  the  reliabil- 
ity of  financial  records  for  preparing  financial 
statements  and  maintaining  accountability  for 
assets.  The  concept  of  reasonable  assurance 
recognizes  that  the  cost  of  a  system  of  Internal 
accounting  control  should  not  exceed  the  bene- 
fits derived  and  also  recognizes  that  the  eval- 
uation of  these  factors  necessarily  requires 
estimates  and  judgments  by  management. 

There  are  inherent  limitations  that  should  be 
recognized  in  considering  the  potential  effec- 
tiveness of  any  system  of  internal  control.   In 
the  performance  of  most  control  procedures,  errors 
can  result  from  misunderstanding  of  Instructions, 
mistakes  of  judgment,  carelessness,  or  other 
personal  factors.   Control  procedures  whose 
effectiveness  depends  upon  segregation  of  duties 
can  be  circumvented  by  collusion.   Similarly, 
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control  procedures  can  be  circumvented  Intention- 
ally by  management  with  respect  either  to  the 
execution  and  recording  of  transactions  or  with 
respect  to  the  estimates  and  judgments  required 
in  the  preparation  of  financial  statements. 
Further,  projection  of  any  evaluation  of  internal 
accounting  control  to  future  periods  is  subject 
to  the  risk  that  the  procedures  may  become 
inadequate  because  of  changes  in  conditions  and 
that  the  degree  of  compliance  with  the  procedures 
may  deteriorate. 
Our  study  and  evaluation  of  Internal  accounting 
control,  which  was  perfoirmed  for  the  purpose  set 
forth  In  the  first  paragraph  of  Section  I  of 
this  report,  would  not  necessarily  disclose  all 
weaknesses  in  the  system.   Our  study  and  evalua- 
tion disclosed  no  conditions  that  we  believe  to 
be  material  weaknesses;  however,  we  noted  certain 
areas  in  which  we  feel  that  improvements  in  inter- 
nal accounting  controls  could  be  effected.   We 
have  Included  our  comments  on  these  areas  in 
Section  II  of  this  report, 
c.  Paid  and  discharged  when  due  and  payable  all  its 
obligations  and  Indebtedness  and  all  lawful 
assessments  and  government  charges  or  levies 
Imposed  upon  Its  Income,  property  or  business, 
provided  that  any  such  obligation,  indebted- 
ness, assessment  charge  or  levy  need  not  be 
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paid  if  the  validity  thereof  is  being  currently 
contested  in  good  faith  by  appropriate  proceed- 
ings and  if  it  shall  have  set  aside  on  its  books 
adequate  reserves  with  respect  thereto,  except 
that  all  such  indebtedness,  assessments,  charges 
or  levies  should  be  paid  forthwith  upon  an  adverse 
decision  of  such  proceedings  and  the  exhaustion  of 
available  appellate  relief  with  respect  thereto. 
Our  review  of  vouchers  paid  during  the  period  from 
January  1,  1975  through  May  31,  1975,  indicated 
numerous  instances  of  failure  to  discharge  obli- 
gations when  due  and  payable.  The  shortage  of 
cash  necessary  to  meet  normal  operating  require- 
ments is  a  situation  of  which  the  RTA  appears  to 
be  aware. 

11.  That  no  cost  or  obligations  were  incurred  by  the  CTA  in  antic- 

i 
Ipatlon  of  any  amendment  to  the  grant  agreement  until  such  a 

written  amendment  was  executed. 
Our  review  of  the  grants  in  connection  with  item  1,  above, 
indicated  that  the  grants  and  amendments  related  to  reim- 
bursement of  payroll,  pension  and  insurance  expenditures 
of  prior  periods. 
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SECTION  II 
REVIEW  OF  SPECIAL  STUDY  AREAS 


THE  BUDGET  PROCESS 

SCOPE  AND  APPROACH 

We  have  reviewed  the  CTA's  procedures  for  development  of  the  annua] 

budget  for  1975.   Because  every  organizational  unit  within  the  CTA  has  budget  - 

Ing  responsibility,  we  were  unable  to  review  the  budget  development  procedure  i 

employed  by  all  units,  considering  the  time  allotted.   Therefore,  the  scope 

of  our  work  included  a  review  of  the  budget  procedures  employed  in  the  follow  - 

ing  areas,  which  represent  the  most  significant  items  of  the  1975  budget. 

.  Fare  box  revenues 

.  Student  fare  differential  revenues 

.  Senior  citizen  fare  differential  revenues 

.  Scheduled  transit  operations  operating  expenses 

.  Capital  outlays 

.  Budget  administration  (preparation,  review  and  approval) 

Our  approach  included  interviews  with  the  following  individuals: 

Mr.  Samuel  Miller,  Comptroller 

Mr.  William  Parrillo,  Director,  Budgeting 

Mr.  Harold  Hirsch,  Manager,  Operations  Planning 

Mr.  Patrick  Clifford,  Superintendent,  Grant  and  Property 
Accounting 

Mr.  Frank  Misek,  Director,  Routes  and  Systems 

Mr.  Len  Hess,  Superintendent,  Program  Administration 
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Mr.  John  Cannon,  Superintendent,  Accounting  Operations 
Ms.  Joanne  Vlecides,  Manager,  Development  Planning 
Mr.  Steve  Legler,  Development  Planning 
In  addition,  we  reviewed  appropriate  written  budget  procedures  and 
forms  and  reports. 
BACKGROUND 

The  budgeting  process  at  the  CTA  can  be  characterized  as  highly 
decentralized.   Each  organizational  unit  has  responsibility  for  originating 
its  budget  request.   The  Budget  Director  issues  a  budget  calendar,  forms  and 
procedures,  coordinates  the  submission  of  the  budget  request  data,  assembles 
the  budget  and  provides  technical  assistance  as  required. 

The  budget  cycle  begins  in  July,  at  which  time  the  Budget  Director 
issues  current  timetables,  budget  forms  and  instructions  to  the  departments. 
Each  of  the  organizational  units  prepares  a  tentative  budget  including  expla- 
nations of  unusual  variations  from  the  previous  year,  under  the  coordination 
of  the  Budget  Director,  for  review  by  the  Budget  Committee  and  the  Chairman. 
The  tentative  budget  is  prepared  based  partially  on  planned  statistical  facto  s 
such  as  revenue  miles,  revenue  passengers,  scheduled  operator  hours  and  vehicle 
miles.   These  statistical  factors  are  projected  based  on  historical  data  con- 
sidering seasonal  and  cyclical  conditions  and  considering  expected  future 
economic  conditions. 

Based  on  the  reviews  and  revisions  by  the  Budget  Committee  and 
Chairman,  a  proposed  budget  is  prepared,  formalized  and  presented  to  the 
Division  Managers,  Chairman  and  the  Board  for  approval.   After  the  proposed 
budget  has  been  approved,  approved  budget  allowances  are  communicated  to 
the  organizational  units.   Each  organizational  unit  then  prepares  a  proposed 
detailed  budget  by  area  and  function,  for  the  total  year  and  for  each  account:' ng 
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period.   Each  organizational  unit  submits  a  proposed  budget  of  manhours,  costs 
by  elements  (labor,  material,  and  other),  costs  by  function  and  capital  require- 
ments.  These  budgets  are  based  on  historical  manpower  modified  for  anticipated 
changes,  and  graded  labor  rate  charts  and  labor  and  material  loading  rates 
provided  by  the  Budget  Director.   Area  budgets  are  submitted  to  the  respective 
department  heads  for  review  and  approval.   The  proposed  budgets  are  then  sub- 
mitted to  the  Budget  Director  where  they  are  verified  with  the  adopted  budget 
amounts  and  assembled  In  final  form. 
OBSERVATIONS 

Although  the  CTA's  procedures  for  development  of  its  annual  budget 
projection  and  projected  cash  flow  for  1975  give  consideration  to  prior  years' 
operations  and  expected  future  economic  trends  and  activity  levels,  the  pro- 
cedures could  be  improved  if  the  following  problem  areas  were  rectified. 
A.   Operating  Budget: 
.  Fare  Box  Revenues 

-  More  advanced  methods  should  be  developed  which 
would  Incorporate  the  effect  of  anticipated 
changes  in  economic  and  operating  conditions. 
Currently  the  fare  box  revenue  budget  is  developed 
based  on  ridershlp  estimated  by  garage  and  rapid 
transit  line.   These  estimates  are  prepared  based 
on  similar  historical  statistics  modified  for 
anticipated  economic  and  operating  factors.   An 
average  fare  rate  Is  also  estimated,  based  on 
historical  average  fare  rates.   Fare  box  revenues 
are  budgeted  based  on  the  product  of  estimated 
ridershlp  and  the  estimated  average  fare  rate. 
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The  result  is  "intuitively"  modified  to  acconunodate 
anticipated  changes  in  economic  and  operating  con- 
ditions. 
Measures  should  be  taken  to  insure  that  the  statis- 
tical rate  base  (average  fare)  employed  in  develop- 
ing the  fare  box  revenue  budget  is  accurate  and 
that  the  information  is  disseminated  to  appropriate 
members  of  management.   We  are  aware  that  the  entire 
transit  industry,  as  well  as  UMTA,  is  examining  this 
very  difficult  question  and,  in  this  regard,  we 
would  recoiranend  that  the  CTA  explore  what  others  have 
done  in  addressing  this  question  of  Insuring  an  accu- 
rate statistical  base. 
The  Manager  of  Operations  Planning  is  responsible  for 
preparing  the  fare  box  revenue  budget .   The  Manager 
is  required  to  maintain  his  own  data  base  of  historical 
operating  statistics.   It  would  appear  that  this  infor- 
mation could  be  of  importance  to  other  members  of 
management;  therefore,  some  effort  should  be  made  to 
disseminate  these  data.   Furthermore,  ridershlp  sta- 
tistics are  taken  from  the  "flash"  report  of  dally 
operations  prepared  by  revenue  accounting.   Since  the 
"flash"  report  is  merely  an  estimate  of  the  day's 
operations,  to  be  later  verified  and  adjusted,  the 
statistics  could  be  misleading. 
■  Statistical  sampling  methods  should  be  employed  on 
a  recurring  basis  to  check  the  accuracy  of  estimates 
of  daily  ridershlp. 
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The  CTA  is  unable  to  determine  surface  ridership 
statistics  because  the  fare  boxes  do  not  register 
the  number  and  type  of  fares  deposited.   As  a 
result,  eldership  statistics  used  for  purposes 
of  budgeting  and  control  can  only  be  estimated 
by  determining  dally  cash  collections  and  divid- 
ing by  the  estimated  average  fare.   The  estimated 
average  fare  is  determined  in  accordance  with  a 
formula  developed  in  1969.   We  were  told  that 
presently  there  are  no  statistical  sampling  meth- 
ods employed  on  a  recurring  basis  to  check  the 
accuracy  of  the  average  fare,  as  computed,  using 
the  above  formula.  We  understand  that  the  feasi- 
bility of  employing  statistical  sampling  methods 
is  being  explored. 

Management's  anticipation  of  future  economic  and 
operating  conditions  should  be  determined  col- 
lectively.  The  results  should  be  communicated 
to  all  individuals  who  have  budgetary  responsi- 
bilities. 

As  mentioned  previously,  anticipated  changes  in 
economic  activity  and  changes  in  operations  are 
applied  intuitively  to  the  fare  box  revenue 
budget.   It  would  appear  that  some  effort  should 
be  made  to  obtain  a  consensus  from  a  limited 
number  of  members  of  management  as  to  what  the 
anticipations  of  future  economic  and  operating 
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conditions  might  be  so  that  major  factors  are  not 
overlooked.   Furthermore,  this  consensus  could  be 
communicated  to  all  members  of  management  with 
budget  responsibility  for  their  consideration  in 
preparing  respective  budgets. 

-  Techniques  should  be  developed  which  could  allow  the 

CTA  to  analyze  the  budgetary  impact  of  various 
patterns  of  economic  and  operating  conditions. 
Currently,  techniques  are  not  employed  in  preparing 
the  revenue  budget  to  simulate  the  effect  on  revenues 
of  changes  in  such  factors  as  ridership  mix,  levels 
of  service,  and  economic  conditions,  nor  are  alter- 
native revenue  budgets  prepared  to  determine  the 
effect  of  various  economic  conditions  on  an  overall 
or  localized  level. 
Student  and  Senior  Citizen  Fare  Differential  Revenues 

-  Revenues  from  student  and  senior  citizen  fare  differ- 

entials are  budgeted  based  on  the  CTA's  historical 
share  of  State  appropriations  for  these  subsidies. 
Actual  requests  for  reimbursement  under  the  program 
are  submitted  quarterly  and  are  based  on  the  number 
of  student  and  senior  citizen  riders  during  the 
period,  as  estimated  by  a  survey,  multiplied  by  the 
fare  subsidy. 
Considering  the  method  of  actual  reimbursement  and 
considering  that  limits  under  the  program  are 
established  by  State  appropriation,  the  procedures 
applied  in  budgeting  student  and  senior  citizen 
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fare  differential  revenue  appear  reasonable. 
Scheduled  Transit  Operations  Operating  Expenses 

-  The  effects  of  planned  changes  in  levels  of  service 

by  routes  or  locations  should  be  considered  on  a 
more  scientific  basis  in  budgeting  scheduled  oper- 
ating hours. 
The  operating  expense  budget  for  scheduled  transit 
operations  is  based  upon  projected  scheduled  oper- 
ator hours  which  are  based  on  historical  data 
modified  for  anticipated  trends.   Labor  rates  and 
a  loading  factor  for  fringe  benefits  are  applied 
to  budgeted  scheduled  operator  hours  to  yield 
labor  amounts.  Detailed  schedules  of  operating 
hours  subsequently  are  prepared  subject  to  budget- 
ary ceilings. 
Budget  Administration 

-  Written  budget  procedures  should  be  reviewed  and 

revised  to  reflect  current  practice. 
The  CTA's  budgetary  process  includes  written  pro- 
cedures, standardized  forms,  a  budget  calendar, 
a  Budget  Director,  and  review  processes  appropri- 
ate to  good  budgeting  practice.  We  noted,  however, 
that  the  majority  of  written  budget  procedures  were 
dated  between  1964  and  1970.   In  various  discussions, 
we  learned  that  certain  procedures  have  changed  since 
these  dates.  Written  procedures  generally  should  be 
revised  as  changes  take  place  in  order  to  communicate 
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the  effect  of  change  throughout  the  organization  and 
In  order  to  Insure  that  standard  operating  practice 
Is  communicated  to  newer  management  level  employees. 
-  A  formal  training  program  in  budgeting  procedures 
should  be  developed  and  administered  to  members 
of  management  with  budget  responsibility. 
The  budgetary  process  within  the  CTA  is  highly 
decentralized,  as  commented  on  previously.   Essen- 
tially, the  manager  of  each  organizational  unit  has 
responsibility  for  budget  preparation  and  control. 
As  would  be  expected,  unit  managers  have  varying 
levels  of  experience  and  technical  training  with 
respect  to  the  principles  of  budget  preparation 
and  control.  We  were  told  that  only  occasional 
informal  training  programs  are  conducted  by  the 
CTA  to  insure  that  each  person  with  budgetary 
responsibility  is  sufficiently  acquainted  with 
budgetary  principles  to  adequately  execute  his 
budgetary  responsibilities.   In  organizations 
where  budgetary  responsibilities  are  highly 
decentralized,  formal  training  programs  are  often 
found  to  be  essential  in  order  to  plan  and  control 
operations  based  on  budgeting. 
Capital  Budget: 

CTA  capital  outlays  are  budgeted  in  terms  of  two 
basic  categories:   CTA  funds  and  grant  funds.   The 
capital  budget  for  CTA  funds  in  1975  is  approximately 
$400,000.   These  funds  are  budgeted  in  order  to  satisfy 
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immediate  needs  of  relatively  minor  amounts.   On  the 

I 

other  hand,  the  1975  budget  for  grant  funds  was  approxi- 
mately $77,000,000.  The   scope  of  our  review  was 
restricted  to  the  grant  capital  budget. 

As  capital  needs  are  identified  by  organizational 
units,  they  are  requested  in  writing  on  a  standardized 
form.  The  form  includes  such  information  as  a  descrip- 
tion of  the  project,  cost  estimates,  cash  flow  estimates 
and  a  statement  of  project  justification.   The  capital 
Improvement  program  requests  are  submitted  to  the  Capital 
Development  Department  where  they  are  further  analyzed 
and  reviewed.   As  projects  are  Internally  approved, 
they  are  held  until  a  large  group  of  requests  has  been 
accumulated.   At  this  time,  a  capital  program  request 
is  prepared  and  submitted  to  the  granting  agency.   The 
capital  grant  budget  is  based  upon  approved  capital 
program  funds  anticipated  to  be  expended  during  the  . 
year. 

We  were  unable  to  determine  the  procedures 
employed  in  developing  the  amount  for  1975  and, 
therefore,  we  were  unable  to  determine  whether  the 
development  of  these  expenditure  amounts  is  con- 
sistent with  project  timing,  project  priorities  and 
project  amounts  as  designated  in  the  approved  capital 
programs.   To  the  extent  that  outlays  under  these 
programs  are  fully  funded,  we  did  not  determine  this 
to  be  a  material  weakness  in  terms  of  the  CTA's  cash 
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requirements;  however,  It  does  diminish  the  useful- 
ness of  the  capital  budget  as  a  vehicle  for  manage- 
ment control,  and  may  not  fairly  state  the  CTA's 
plans  to  third  parties. 
Development  Planning: 

We  understand  that  an  effort  Is  underway  to 
develop  more  sophisticated  planning  methods  within 
the  CTA.   The  General  Development  Department  has 
spearheaded  an  effort  which,  to  date,  has  resulted 
In  a  statement  of  the  mission  and  objectives  of  the 
CTA  and  a  statement  of  strategies  for  each  department. 
This  type  of  program  Is  often  referred  to  as  manage- 
ment by  objectives.  With  this  type  of  approach, 
objectives  and  strategies  are  typically  stated  within 
the  context  of  specific  programs  which  are  either 
approved  or  disapproved  based  on  cost-benefit  analyses. 
Programs  would  be  controlled  in  part  based  upon  the 
reporting  of  actual  expenditures  against  program  budgets 
and  the  achievement  of  various  programs,  objectives  and 
strategies. 

While  we  consider  this  to  be  a  very  positive  step 
on  the  part  of  CTA  management,  there  are  some  comments 
about  the  Importance  of  such  programs  to  management 
relating  to  future  Information  systems  development 
which  we  would  like  to  point  out.   In  addition,  while 
we  consider  program  budgeting  and  control  techniques 
to  be  an  appropriate  management  tool,  these  techniques 
may  not  be  appropriate  for  all  activities  within  the  CTA. 
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Successful  programs  of  this  type  require  that 
various  activities  be  stated  within  the  context  of  a 
program  structure.   Meaningful  and  reasonable  goals 
and  strategies  must  be  formulated  for  each  proposed 
program.   Proposed  programs  are  selected  based  on 
cost-benefit  analyses  subject  to  resource  constraints. 
Substantial  participation  and  support  from  management 
and  employee  training  are  vitally  Important  to  successful 
implementation. 

In  our  discussions,  we  were  unable  to  determine 
that  a  master  plan  exists,  including  resources  required, 
time  frames,  task  assignments,  etc.,  to  define  the 
program  structure.  The  goals  and  strategies  developed 
to  date  relate  to  organizational  units,  not  programs. 
In  addition,  we  were  told  that  no  formal  training 
programs  or  workshops  have  been  developed  to  introduce 
management  to  management  by  objectives  and  program 
budgeting  and  control  techniques.   We  consider  such 
programs  vital  to  successful  implementation. 

While  specific  strategy  statements  were  developed 
for  each  organizational  unit,  we  were  not  able  to 
determine  whether  any  attempt  was  made  to  quantify 
the  financial  effects  of  the  strategies  and  incorporate 
them  into  the  1975  budget. 
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Based  on  our  review  of  this  area,  we  offer  the 
following  specific  observations  for  consideration: 

-  A  detailed  project  plan  should  be  prepared  con- 

taining task  definitions,  task  assignments,  time 
frames,  resources  required  and  outputs  required. 

-  A  study  should  be  undertaken  to  determine  the 

extent  to  which  program  planning,  budgeting  and 
control  techniques  are  appropriate  for  the  CTA. 

-  A  formal  training  program  or  workshop  should  be 

developed  to  introduce  management  to  management 
by  objectives  and  program  planning,  budgeting  and 
control  techniques. 

-  A  system  survey  should  be  conducted  to  determine 

the  information  required  to  support  management 
by  objectives  and  program  planning,  budgeting 
and  control  techniques.   The  impact  of  those 
information  requirements  on  existing  systems 
should  be  assessed. 

CONCLUSION 

Based  on  our  limited  review  of  the  CTA's  budgeting  process,  we  feel 

that  the  budget  process  could  be  substantially  improved  if  more  scientific 

methods,  such  as  simulation  techniques,  were  employed  to  analyze  the  budgetary 

impact  of  planned  changes  in  operations. 
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In  addition,  we  feel  that  the  ongoing  development  by  the  CTA  of 
management  by  objectives  and  program  planning,  budgeting  and  control  techniques 
is  appropriate  to  the  administrative  segment  of  CTA  operations.   The  development 
and  Implementation  of  these  techniques  should  proceed  based  on  a  detailed  plan, 
such  as  we  have  pointed  out,  with  the  approval  and  support  of  management. 

In  addition,  we  have  suggested  a  number  of  items  for  consideration 
in  the  Observations  Section  of  this  phase  of  our  report.   For  purposes  of 
clarity  and  continuity,  we  have  elected  to  incorporate  the  recommendations 
with  the  specific  observations  relating  to  them  rather  than  repeat  them  again 
here  in  our  conclusions  on  the  entire  budgeting  process. 
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REVENUE  AND  FIXED  ASSET  ACCOUNTING 
AND  THE  GENERAL  LEDGER 


SCOPE  AND  APPROACH 

The  scope  of  our  review  of  the  CTA  system  of  accounting  for  fare  box 
revenues  and  property  as  well  as  the  general  ledger  included  a  review  of  the 
internal  control  procedures  and  the  inputs  and  outputs  of  the  respective  sys- 
tems . 

In  our  approach  to  this  phase  of  the  study,  we  conducted  interviews 
with  the  following  CTA  executives: 

Mr.  Samuel  Miller,  Comptroller 

Mr.  Patrick  Clifford,  Superintendent,  Grant 
and  Property  Accounting 

Mr.  Barney  Kane,  Supervisor,  General  Accounting 

Mr.  Len  Hess,  Superintendent,  Program  Administration 

Mr.  Martin  Pollack,  Supervisor,  Revenues 

Mr.  Rod  Heffernan,  Treasury  Department 

In  addition,  we  reviewed  written  procedures,  where  applicable,  input/ 
output  forms  and  reports,  workpapers  and  the  chart  of  accounts.   Central  counting 
room  procedures  for  bus  revenues  were  observed  during  an  on-site  visit  to  the 
office  at  77th  and  Vincennes  Avenue. 

REVENUE  ACCOUNTING 
BACKGROUND 

The  revenue  accounting  system  at  the  CTA  is  operated  primarily  through 
manual  procedures.   Agents,  the  Central  Counting  Station,  the  Treasury  Department 
and  the  Revenue  Accounting  Department  all  have  responsibility  for  creating  revenue 
transactions. 
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The  agents  and  Central  Counting  are  responsible  for  originating  data 
on  daily  cash  collections.   The  Treasury  Department  is  responsible  for  recording 
these  data  as  cash  receipts.   The  cash  receipts  book  subsequently  provides  Input 
for  general  ledger  preparation.   The  Revenue  Accounting  Department  performs  num- 
erous clerical  and  matching  tests  designed  to  support  the  clerical  accuracy  of 
data  submitted  and  used  by  the  Treasury  Department,  and  to  Identify  the  employee 
accountable  for  variances  between  cash  counted  and  recorded.   In  addition.  Reve- 
nue Accounting  is  the  only  department  which  compiles  revenue/passenger  statistics 
on  a  dally  recurring  basis. 

The  sources  of  cash  receipts  postings  made  by  the  Treasury  Department 
differ  depending  on  whether  the  revenue  is  from  surface  (bus)  operations  or  rapid 
transit  operations.  Surface  revenue  amounts  are  obtained  based  upon  a  recap  pre- 
pared by  the  Central  Counting  Station  of  all  cash  counted,  by  garage  source. 
Rapid  transit  revenue  amounts  are  based  upon  reports  prepared  by  rail  system 
agents  and  verified  by  checkers  at  counting  stations. 
OBSERVATIONS 

Based  upon  our  review  of  the  fare  box  revenue  accounting  system,  we  sub- 
mit the  following  observations  with  respect  to  the  internal  controls  Inherent  in 
the  system: 

-  No  ultimate  test  of  reasonableness  between  revenue  report- 
ing (cash  deposited)  and  numbers  of  passengers  can  be 
performed  for  surface  traffic  since  a  record  of  riders 
is  not  maintained  Independent  of  the  fare  box.  We  under- 
stand, however,  that  the  CTA  does  employ  inspection  teams 
who  are  responsible  for  observing  driver  collection  pro- 
cedures. This  problem  appears  to  be  Inherent  in  bus 
transportation  systems. 
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-  In  contrast  with  the  previous  point,  control  over  rapid  tran- 
sit revenues  are  Improved  to  the  extent  that  fare  account- 
ability of  agents  is  determinable  by  the  use  of  passenger/ 
fare  registers.   There  is  still,  however,  no  assurance  that 
the  agents  register  accurate  fare  information.   Control 
over  agents  is  partially  obtained  through  the  use  of  inspec- 
tion teams  and,  in  limited  cases,  visual  fare  display 
equipment.   It  is  our  understanding  that  additional  visual 
display  registers  are  on  order. 
Other  observations  relative  to  the  fare  box  revenue  system  include: 
-  The  Revenue  Accounting  Department  is  solely  responsible  for 
determining,  maintaining  and  reporting  daily  ridership  sta- 
tistics. Ridership  statistics  are  prepared  utilizing  a  for- 
mula developed  several  years  ago  which  relates  surface  average 
fare  to  rapid  transit  fares.  Currently,  no  statistical  methods 
are  employed  on  a  recurring  basis  to  insure  that  the  formula 
is  providing  accurate  statistical  information,  even  though 
changes  in  rate  structure,  ridership  mix  and  specific  rates 
may  occur.  Accurate  ridership  statistics  should  be  maintained 
because  of  the  extreme  importance  that  is  placed  on  these 
statistics  by  other  departments  during  budgeting,  scheduling 
and  evaluation  of  operations. 
-  Transit  scheduling  is  performed  based  upon  special  surveys  of 
bus  loadings  at  key  route  locations.  As  stated  earlier,  the 
question  of  estimating  ridership  la  now  being  explored  by  the 
CTA  and  other  transit  agencies,  as  well  as  UMTA. 
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-  A  significant  number  of  manhours  Is  spent  in  reconciling  and 
auditing  numerous  rapid  transit  cash  reports  that  are 
received.   This  process  results  in  the  recalculation  and 
proof  of  data  as  submitted  by  the  agents.   Because  manual 
techniques  are  employed  exclusively  in  this  process  and 
because  the  nature  of  the  process  is  highly  routine.  It 
would  appear  that  significant  clerical  savings  might 
result  if  the  process  were  automated. 
FIXED  ASSET  ACCOUNTING 
BACKGROUND 

The  fixed  asset  records  are  maintained  principally  on  a  manual  basis 
within  the  Grant  and  Property  Accounting  Department.   The  Authority's  property 
is  classified  into  functional  accounts  such  as  land,  buses,  and  transit  cars. 
In  addition,  these  accounts  are  segregated  by  surface  operations  and  rapid 
transit  operations.  Work  in  progress  is  segregated  in  terms  of  the  CTA's 
expenditures  and  those  funded  by  various  granting  agencies.   The  Department  Is 
responsible  for  initiating  journal  entries  for  input  into  the  general  ledger. 
Costs  associated  with  acquisitions  and  retirements  are  collected  by  project. 
The  Grant  and  Property  Accounting  Department  is  not  responsible  for  filing  grant 
applications  or  cash  requests.   The  department  does  perform  a  control  function, 
through  a  review  of  all  purchase  orders  issued,  to  insure  that  no  purchase 
orders  for  capital  assets  are  Issued  utilizing  funds  budgeted  for  operations. 

The  CTA  follows  a  cost  allocation  plan  for  determining  allowable  cost 
applicable  to  capital  grant  projects.   This  allocation  plan  provides  for  the 
development  of  allowable  indirect  costs  to  be  associated  with  capital  projects. 
\le   were  informed  that  i he  system  being  used  was  prepared  in  accordance  with 
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Urban  Mass  Transportation  Department  guidelines,  however,  we  understand  UMTA 
has  rejected  the  CTA  cost  allocation  plan  and  that  the  CTA  is  in  process  of 
preparing  a  reply. 
OBSERVATIONS 

As  previously  noted  in  the  capital  budgeting  section  of  this  report, 
we  were  unable  to  determine  the  procedures  employed  In  developing  the  capital 
expenditure  amounts  for  1975.   Because  of  this  inability,  we  were  unable  to 
determine  whether  the  CTA  is  properly  providing  for  the  treatment  of  indirect 
costs  associated  with  capital  projects  in  its  capital  and  operating  budgets. 

Should  departmental  expense  budgets  not  provide  for  the  recovery  of 
certain  costs  indirectly  associated  with  capital  projects  and  reimbursable  from 
UMTA,  operating  cash  requirements  may  be  overstated. 

GENERAL  LEDGER 
BACKGROUND 

The  CTA's  general  ledger  is  prepared  both  manually  and  on  tabulating 
equipment  and  is  based  upon  the  input  of  manually-prepared  journal  entries 
originating  in  various  departments  and  based  upon  outputs  generated  by  various 
accounting  subsystems  existent  In  the  CTA.  The  CTA  ledger  principally  contains 
asset  and  liability  accounts  along  with  control  expenditure  totals.  The  detailed 
accumulation  of  costs  is  performed  through  a  responsibility  reporting  system. 

In  the  responsibility  reporting  system,  costs  are  reported  within  the 
following  three  major  categories: 

.  Transit  operations 

.  Superintendent  and  General  Office 

.  Construction  and  job  orders 
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within  these  categories,  costs  are  grouped  by  areas  and  functions  within  the  area. 
Areas  represent  the  organizational  units  of  the  CTA.   Functions  describe  the  type 
of  work  performed  within  the  area  "causing"  costs.   All  costs  reported  on  such 
documents,  such  as  payroll  time  reports,  material  manifests,  vouchers,  etc.,  are 
charged  to  areas  and  functions.   Responsibility  reports  reflect  total  costs  by 
function  within  an  area  compared  to  the  budget.   The  basis  or  support  of  this 
report  is  an  expenditure  detail  ledger.  This  ledger  contains  the  details  of 
charges  to  functions,  including  descriptions,  dates,  references,  units,  entry 
sources  and  type  of  charge  according  to  charges  for  payroll,  material  and  other. 

Financial  reports  to  top  management  are  prepared  manually,  utilizing 
the  general  ledger,  expenditure  detail  ledger  and  responsibility  reports.   Area 
heads  receive,  on  a  periodic  basis,  a  copy  of  the  responsibility  report  and  expen- 
diture detail  ledger  applicable  to  their  area. 
OBSERVATIONS 

Based  upon  our  review  of  the  general  ledger  and  supporting  responsibi- 
lity reporting  system,  we  offer  the  following  observations: 

-  The  preparation  of  journal  entries  from  source  data  processing 

runs  imposes  additional  manual  balancing  checks  that  would 
not  be  needed  if  sources  interacted  directly  with  the  general 
ledger. 

-  The  chart  of  accounts  does  not  provide  for  the  detailed  coding 

of  expenditures  by  type  (natural  expense  category).   As 
explained  previously,  various  transactions  are  coded  as  to 
area  and  function.   The  types  of  expenditures  are  designated 
only  as  to  material,  labor  and  other.  As  a  result,  expendi- 
tures cannot  readily  be  summarized,  reported  or  analyzed  by 
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type  of  expense  (e.g.  telephone,  office  supplies,  rent) 
Consideration  should  be  given  to  expanding  the  existing  type 
codes  in  order  to  capture  this  greater  level  of  detail. 
Because  of  the  many  journal  entry  sources,  the  Accounting  Depart- 
ment manually  prepares  workpapers  to  insure  that  the  expenditure 
detail  ledger  balances  with  payroll  registers,  material  registers, 
etc.   To  the  extent  that  the  Data  Processing  Department  also  bal- 
ances such  items,  there  is  a  duplication  of  effort  in  one  depart- 
ment or  the  other. 

Budget  to  actual  comparisons  are  prepared  only  by  function  total. 
The  ability  to  determine  and  review  variances  by  detailed  element 
is  thereby  inhibited.  While  the  expenditure  detail  report  is 
made  available,  this  report  does  not  contain  budgeted  amounts. 
Efficient  and  timely  management  action  requires  complete  and 
simply-designed  management  reports. 
The  Comptroller  has  adopted  the  policy  of  preparing  and  distribu- 
ting reports  of  variances  in  major  expense  elements.  While  no 
formal  written  procedures  for  reviewing  variances  exist,  we 
understand  that  these  variance  reports  are  reviewed  by  respon- 
sible management  personnel  in  meetings  called  for  that  purpose. 
The  Development  Planning  Department  is  reviewing  the  feasibil- 
ity of  implementing  program  planning  and  control  techniques; 
however,  the  existing  chart  of  accounts  will  not  support  such 
techniques.   Early  coordination  of  efforts  among  all  affected 
areas  is  necessary  for  the  investigation  of  such  an  approach 
to  yield  reasonable  data  upon  which  a  decision  can  be  made. 
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-  The  chart  of  accounts  and  the  present  expense  reporting  system 

do  not  provide  for  tlie  financial  Identification  of  costs  arising 
from  the  CTA's  goals,  objectives  and  strategies. 
CONCLUSIONS 

Based  upon  the  foregoing  observations  resulting  from  reviews  of  Revenue 
and  Fixed  Asset  Accounting  and  the  General  Ledger,  we  offer  the  following  overall 
conclusion. 

There  Is  a  deficiency  in  the  areas  observed  relating  to  the  need  for 
improved  management  controls  and  information.   The  deficiency  presently  is 
characterized  by  inappropriate  data  now  being  collected  as  well  as  problems  of 
data  value,  data  reporting  and  data  sources.   These  conditions  are  illustrated 
by: 

-  the  lack  of  accurate  or  statistically-determined  ridership 

statistics. 

-  the  failure  to  always  utilize  cost/benefit  relationships  in 

transit  services  and  programs  where  appropriate. 

-  the  emphasis  placed  upon  reconciliation  of  data  rather  than 

its  analysis. 

-  the  lack  of  flexibility  within  the  current  reporting  system  in 

providing  for  variance  analysis  at  a  level  which  is  useful  to 
judge  performance. 
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It  Is  our  recommendation  that  reviews  be  conducted  which  would  determine 

the  following: 

-  the  feasibility  of  revising  the  chart  of  accounts  to  allow 

for  improved  management  information. 

-  the  appropriateness  of  revising  management  reports  to  pro- 

vide more  meaningful,  appropriate  and  summary  type  informa- 
tion. 

-  the  feasibility  of  establishing  a  reporting  system  that  responds 

to  changes  in  the  operations  of  the  CTA  as  well  as  determining 
the  cost  of  programs  initiated  to  meet  the  goals  and  objectives 
of  the  CTA. 
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PURCHASING  AND  INVENTORY  CONTROL  SYSTEMS 

SCOPE  AND  APPROACH 

The  scope  of  this  phase  of  our  study  was  to  review  and  evaluate  the 
controls,  systems  and  practices  used  In  the  procurement  and  control  of  mate- 
rials, supplies  and  purchased  services  required  in  the  operation  of  the  CTA. 
The  organizational  structure  of  the  materials  management  area  also  was  reviewed. 

The  review  was  conducted  first  by  Interviewing  key  Materials  Manage- 
ment Department  personnel,  including  Messrs.  John  Harty,  Materials  Manager; 
Frank  Johnson,  Director  of  Purchasing;  and  Edward  Tobin,  Director  of  Stores 
and  Office  Administration.   Also  interviewed,  to  identify  interrelationships 
in  financial  and  systems  areas,  were  Mr.  Samuel  Miller,  Comptroller,  and 
Dr.  Aadel  El  Dib,  Manager  of  the  Management  Systems  Department. 

Following  the  initial  interviews,  we  analyzed  representative  purchase 
transactions  based  on  a  random  sample  of  50  disbursement  transactions  in  late 
1974  and  the  first  half  of  1975.   To  further  assess  controls  and  conformance 
to  policy,  we  observed  a  formal  bid  opening  session  and,  late  in  the  study, 
briefly  toured  the  major  storerooms  area  at  7759  South  Vincennes  Avenue. 
Questions  raised  during  these  activities  were  followed  up  through  subsequent 
interviews  and  further  examination  of  records. 

Throughout  our  review,  we  identified,  reviewed  and  took  full  advantage 
of  available  significant  documentation  -  records,  files  and  reports,  policy  and 
procedural  documentation  and  reports  of  previously  conducted  reviews  and  develop- 
mental efforts.  Including  Review  of  CTA  Purchasing  System  by  Harbrldge  House,  Inc., 
and  the  1974  Annual  Report  of  the  Materials  Management  Department. 
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In  view  of  the  general  and  limited  nature  of  our  review,  we  believe 
we  identified  and  fairly  addressed  the  moat  significant  aspects  of  control  md 
adequacy  of  systems.   It  should  be  understood,  however,  that  our  observations 
are  based  on  samples  and  that  we  did  not  perforin  detailed  analyses  beyond  that 
which  was  necessary  tu  reasonably  test  or  otherwise  generally  indicate  the 
acequacy  or  inadequacy  of  systems  and  controls.   Other  than  through  general 
observations,  we  did  not  specifically  analyze  total  work  loads,  clerical  methods, 
staffing  productivity  and  efficiency,  the  adequacy  of  data  processing  support, 
costs  of  achieving  control,  and  similar  aspects,  such  as  detailed  physical  inven- 
tory control  procedures.   Neither  did  we  analyze  the  Specifications  Section 
function  as  an  adjunct  to  Materials  Management  or  the  Scrap  Sales  function, 
which  is  indeed  significant  and,  which  in  terms  of  controls  and  adequacy  of 
systems,  should  be  analyzed  through  further  study. 
BACKGROUND 

During  1974,  Authority  gross  total  purchases  amounted  to  approximately 
$48.7  million,  including  $12.1  million  for  rolling  stock  and  direct  charges  and 
$36.6  million  for  stores  and  government- funded  project  materials.   Of  the  latter 
category,  $11.17  million  was  spent  for  materials  and  supplies,  primarily  "stock" 
items  used  in  connection  with  operating,  maintenance  and  repair  and  administra- 
tive activities. 

All  purchasing  by  and  for  the  Authority  is  governed  by  Illinois 
statutes  and  by  Chapter  V,  Section  54  of  the  bylaws.  Regulations  and  Rules  of 
Order  of  the  Chicago  Transit  Authority  -  Chicago  Transit  Authority  Regulations 
Governing  Purchase  and  Sales  Transactions.   With  regard  to  the  area  under  study, 
these  regulations  essentially  provide  that  all  purchases  in  excess  of  $5,000 
shall  require  prior  specific  Board  Authorization  and  "shall  be  let  by  free  and 
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open  competitive  public  bidding,  after  public  notice,  to  the  lowest  responsible 
bidder."  As  further  stipulated,  purchases  not  in  excess  of  $5,000  do  not  require 
Board  authorization  but  shall  require  authorization  and  execution  by  the  General 
Finance  Manager  or  the  Materials  Manager  or  their  designate,  and  "shall  be  let 
by  competitive  bidding,  wherever  possible,  and  in  any  event.  In  a  manner  calcu- 
lated to  Insure  the  best  Interest  of  the  public,  after  solicitation  of  bids  by 
mail,  telephone  or  otherwise." 

All  CTA  purchasing,  stores  and  directly-related  activities  are  carried 
out  by  the  Materials  Management  Department,  which  presently  is  staffed  by  170 
employees,  up  from  161  on  December  31,  197A.   Under  the  Manager  of  Materials 
Management  and  his  staff  of  3  employees,  the  department  consists  of  three 
sections  -  Purchasing  (31  employees),  Specifications  (12  employees)  and  Stores 
(124  employees).   The  Purchasing  Section  staff  Includes  a  director,  a  superin- 
tendent of  purchasing  procedures,  6  buyers,  2  supervisors  of  purchase  contract 
negotiations,  3  procurement  analysts  (expediters)  and  18  clerical  employees. 
The  Section  reviews  requisitions,  conducts  inquiries,  prepares  bid  summaries, 
and  issues  and  follows  up  all  purchase  orders  and  releases  at  the  rate  of  about 
20,000  purchase  orders  per  year. 

The  Stores  Section  is  responsible  for  requisitioning,  receiving, 
inspecting,  storing,  controlling  and  issuing  about  70,000  different  items  from 
22  different  storerooms  in  5  locations.   Administratively,  the  Section  is 
responsible  chiefly  for  reviewing  user-prepared  requisitions  and  computer- 
generated  Reorder  Notices,  maintaining  ordering  parameters,  communicating 
requirements  to  Purchasing,  identifying  and,  with  Purchasing,  following  up  short- 
age and  expedite  conditions,  reporting  inventory  transactions  and  controlling 
salvage  and  scrap  sales.   Under  the  Director  of  Stores  and  Office  Administra- 
tion, the  Stores  Section  staff  consists  of  19  employees  in  the  General  Office, 
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65  employees  In  the  South  Area  Storerooms  at  7759  South  Vincennes  Avenue  and 
12,  lA  and  13  employees,  respectively.  In  the  West,  North  and  63rd  Street  Yard 
Area  Storerooms. 

The  Specifications  Section,  which  is  staffed  by  a  Director,  2  super- 
intendents, 7  specifications  engineers,  and  2  stenographers,  is  responsible  for 
establishing  and  maintaining  technical  specifications  for  all  "stock"  and  "non- 
stock" purchased  items.   Serving  as  a  link  between  the  users  and  the  purchasing 
and  stores  functions,  the  Section  during  1974  reviewed  about  5,000  requisitions, 
established  specifications  for  about  2,700  new  items,  and  revised  specifications 
for  about  A, 000  items. 

As  developed,  the  materials  management  form  of  organization  described 
above  appears  to  be  effective  and  most  appropriate  for  the  CTA. 
OBSERVATIONS 

Conformance  to  Purchasing  Regulations: 

The  Chicago  Transit  Authority  Regulations  Governing  Purchase  (and 
Sales)  Transactions  appear  to  be  scrupulously  observed,  although,  as  interpreted, 
they  appear  to  be  excessively  restrictive  as  to  the  procurement  of  bids  for  pur- 
chases in  amounts  of  less  than  $5,000.  A  consistently  expressed  attitude  of 
department  personnel  is  that  they  operate  "in  a  fishbowl,"  subject  to  scrutiny 
from  all  quarters,  and  that  they  welcome  such  scrutiny  as  evidence  and  assurance 
of  proper  conduct. 

The  basis  of  current  regulations  is  defined  in  Illinois  statutes  which 
were  recently  revised  and  modified  to  raise  the  "under-money"  limit  from  $2,500 
to  $5,000  and,  generally,  to  remove  certain  unduly  restrictive  constraints  and 
allow  the  Board  to  improve  the  purchasing  process  without  the  need  of  legislation. 
CTA  Ordinance  No.  7A-22  was  adopted  as  of  August  1,  1974  and  establishes  CTA  pur- 
chasing regulations.   The  Purchasing  Department  is  Interpreting  these  regulations 
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literally  and  strictly  with  regard  not  only  to  "over-money"  but  also  for  pur- 
chases not  in  excess  of  $5,000  which  "...shall  be  let  by  competitive  bidding 
wherever  possible...".  As  this  interpretation  appears  to  create  undue  restric- 
tion on  the  purchasing  function,  we  suggest  that  the  Board  consider  review  and 
clarification  of  this  ordinance  as  it  applies  to  the  obtaining  of  bids  for  pur- 
chases in  amounts  which  are  less  than  $5,000. 

Over-money,  or  purchase  orders  involving  more  than  $5,000,  occur  at 
the  rate  of  about  200  per  year  -  slightly  more  than  one  percent  of  the  total 
number  of  purchase  orders  issued.   In  these  cases,  formal  procedures  and  strict 
controls  are  exercised  throughout  the  process  of  requisitioning  and  specifica- 
tion, public  notice,  vendor  prequalif ication,  solicitation  of  multiple  sealed 
bids,  bonding,  handling  and  public  opening  of  sealed  bids,  criteria  for  respon- 
siveness, bid  summaries  and  recommendations,  specific  Board  review  and  authoriza- 
tion and  vendor  selection.   In  the  great  majority  of  cases,  five  or  more  bids  are 
formally  solicited,  three  or  more  responsive  bids  are  obtained  and  the  lowest 
qualified  bidder  is  selected.  Only  in  the  case  of  requirements  for  professional 
services,  bona  fide  emergency  requirements,  clearly  sole  source  situations  and 
other  exceptional  cases  defined  in  the  Regulations,  are  the  public  notice  and 
public  bidding  requirements  waived,  and  then  only  by  specific  prior  authorization 
of  the  Chairman  or  his  designate  and  subsequent  written  report  to  the  Board. 

For  purchase  orders  involving  less  than  $5,000,  the  procurement  pro- 
cess does  not  normally  Involve  public  notice,  sealed  bids  or  Board  review.   The 
practice,  however,  is  to  obtain  essentially  the  same  number  of  bids  and  to  author- 
ize purchase  orders  at  a  level  commensurate  with  the  amount  of  the  purchase.   Pur- 
chases involving  amounts  up  to  $250,  $250  to  $2,500  and  $2,500  to  $5,000  are 
authorized  by,  respectively,  the  buyer,  the  Director  of  Purchasing  and  the 
Materials  Manager,  with  the  Director  of  Purchasing  reviewing  all  bid  summaries 
prior  to  execution. 
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The  results  of  practices  and  controls  over  purchase  orders  for  less 
than  $5,000  are  described  in  our  analysis  of  50  sample  disbursement  transactions, 
which  included  payment  on  22  purchase  orders  in  the  under-money  category.   In 
that  random  sample  of  22,  the  average  amount  of  purchase  was  $315,  with  11 
orders,  or  50%,  being  written  for  less  than  $100.   The  average  number  of  inquiries 
was  3.3,  with  15  orders  (68%)  being  supported  by  three  to  six  inquiries  and  only 
three  being  supported  by  a  single  inquiry.   The  average  number  of  bids  obtained 
was  2.5,  with  14  orders  (6A%)  being  supported  by  two  or  more  bids.   In  only  one 
case,  was  the  order  not  awarded  to  the  lowest  bidder  and  in  that  case  to  the 
second  lowest  of  five  bidders. 
Purchasing  Procedures: 

Present  purchasing  procedures  have  evolved  over  a  period  of  years  to 
now  incorporate  available  mechanical  aids  and  computer  capability  to  a  fair 
degree  and,  in  general,  conform  to  good  practice  and  reasonable  standards  of 
price  performance  and  control,  given  present  work  volumes,  external  and  self- 
imposed  regulatory  requirements  and  related  organizational  factors. 

Except  for  the  level  of  authorization  required  and  certain  judgmental 
processes  employed,  most  purchases  under  $5,000  are  subject  to  the  same  proce- 
dural requirements  and  are  handled  in  generally  the  same  manner.   Contrary, 
perhaps,  to  a  previous  study,  we  do  not  believe  that  It  is  entirely  appropriate, 
for  example,  to  issue  five  and  six  inquiries  for  purchase  requirements  of  $35, 
$25  and  $27,  respectively,  as  observed  in  our  sampling.  While  the  need  for  a 
high  order  of  regulation  and  control  is  evident,  we  believe  that  present  controls 
can  be  maintained  and  perhaps  improved  in  aggregate  effect  by  employing  estab- 
lished techniques  to  revise  procedures  and  better  tailor  the  effort  to  the  size 
and  significance  of  the  task. 


-46- 


In  addition  to  testing,  sourcing  and  vendor  selection  procedures,  our 
sampling  and  analysis  of  purchase  order  transactions  was  further  designed  to 
test  purchase  follow-up  procedures  and  vendor  delivery  performance.   Identified 
as  a  problem  area  in  a  previous  study,  some  improvement  has  been  noted  as  a 
result  of  the  rather  recent  addition  of  three  expeditors  to  the  Purchasing 
Section  staff.   Our  sample  indicated,  however,  that  positive  control  has  not 
been  achieved  and  delivery  performance  remains  quite  poor.   Of  22  randomly 
selected  purchase  orders,  it  was  found  that  only  nine  were  not  tardy  in  deliv- 
ery.  Of  those  nine,  three  were  delivered  20-22  work  days  in  advance  of  sched- 
uled delivery,  a  condition  that  may  be  expected  to  contribute  to  excess  or 
imbalanced  inventories  and  associated  higher  carrying  costs.   An  equally  bad 
condition,  of  course,  is  indicated  in  the  fact  that  13  orders,  or  59%  of  the 
total,  were  delivered  late,  at  an  average  delinquency  of  25  work  days,  not 
counting  an  exceptional  case  involving  an  indicated  delinquency  of  one  year. 
In  addition  to  the  obviously  negative  effects  on  service  levels,  such  a  condi- 
tion may  be  expected  to  create  a  tendency  to  over-protect  by  inflating  reorder 
points  and  order  quantities  without  attacking  the  major  source  of  the  problem. 

In  a  previous  recent  study  it  was  noted  that  the  the  purchasing  system 
was  impeded  by  such  factors  as  inefficient  information  flow,  poor  communications, 
inadequate  staffing  and  Inadequate  support.  We  concur  that  the  system  requires 
streamlining  and  improved  support.   Toward  that  end,  we  are  pleased  to  note  that 
the  CTA's  Management  Systems  Department  has  undertaken  an  Internal  study  of 
clerical  methods  and  information  flow.   We  recommend  that  this  effort  be  fully 
supported  and  expanded  to  include  a  necessary  review  and  redefinition  of  the 
entire  system,  including  underlying  overall  assumptions,  purchase  classifications, 
ordering  parameters,  interface  with  inventory  control  and  other  related  systems, 
purchase  follow-up,  purchasing  and  vendor  performance  evaluation,  computer 
support,  forms,  files  and  reports. 
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Inventory  Control: 

The  accepted  basic  purpose  of  the  Inventory  control  function  is 
to  provide  required  materials  and  supplies  while  minimizing  total  inventory  cost 
and  satisfying  appropriate  service  level  criteria.   Total  inventory  cost  generally 
is  defined  as  the  sum  of  acquisition  costs  and  inventory  carrying  costs.   In  a 
maintenance  and  repair  activity,  the  service  level  may  be  described  as  the  number 
of  item  requisitions  filled  on  demand  as  a  percentage  of  the  total  number  of  item 
requisitions  produced  by  the  users. 

For  stock  items,  representing  the  great  majority  of  items  purchased, 
the  procurement  process  actually  begins  in  the  Stores  Section  which  reviews  com- 
puter-generated Reorder  Notices  and,  through  requisitions,  communicates  to  Pur- 
chasing the  dates  and  quantities  of  items  required.   While  reordering  decisions 
may  be  influenced  by  other  information,  the  Reorder  Notice  and  supporting  computer 
programs  generally  are  considered  the  heart  of  the  inventory  control  and  requisi- 
tioning system.   Indeed,  the  notice  is  an  impressive  document,  contains  much 
useful  information  and,  as  modified,  should  continue  to  be  used  as  a  tool,  but 
not  the  major  element  of  the  inventory  control  and  reordering  system. 

One  identified  weakness  of  the  Reorder  Notice  system  is  that  all  items 
are  treated  too  much  alike  in  terms  of  how  reorder  points  and  order  quantities 
are  calculated  and  printed.   Other  than  the  printing  of  manually-provided  order 
quantity  codes,  there  is  no  systematic  distinction  between  high  and  low  usage 
value  items  or  items  of  markedly  different  usage  patterns.   The  expected  effect 
of  this  condition  is  that  too  much  time  is  spent  on  inexpensive,  easily  con- 
trolled items  and  too  little  time  is  spent  on  items  that  are  difficult  to  con- 
trol. The  most  likely  result  is  that  service  levels  suffer  and  inventories 
become  imbalanced  and  excessive  in  total. 
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Another  weakness  of  present  inventory  control  systems  Is  the  manner 
in  which  reorder  points  and  order  quantities  are  calculated  and  printed  on  the 
Reorder  Notice.   First,  such  calculations  are  based  on  a  simple  average  of  the 
past  13  four-week  period  demands,  without  sufficient  recognition  and  consider- 
ation of  trends  and  forecasts.   Secondly,  the  "minimum"  order  quantity  is  cal- 
culated and  printed  as  the  multiple  of  the  average  period  demand  and  the  recorded 
Item  lead  time  which,  it  is  indicated,  is  not  effectively  maintained.   The 
"maximum"  order  quantity  is  computed  and  printed  as  the  minimum  plus  the  average 
period  demand  multiplied  by  a  manually  maintained  "maximum  factor"  which  is 
based  on  the  unit  value  of  the  material.   Finally,  the  "computed"  order  quantity 
is  determined  as  the  maximum  minus  the  quantities  on  hand  and  on  order,  plus  the 
quantity  recorded  on  holding  manifest.   While  perhaps  satisfactory  as  a  basic 
beginning  technique,  the  inadequacy  and  negative  effects  of  these  methods  in 
today's  environment  can  be  rather  easily  demonstrated.  The  avenue  to  necessary 
Improvement  lies  not  in  hasty  attempts  to  add  on  economic  order  quantity  formulae 
or  other  popular  techniques  but  rather  in  the  reexamination  of  demand  and  inven- 
tory characteristics  and  the  development  of  a  data  base  and  processing  methods 
designed  to  more  scientifically  answer  the  questions  of  what,  how  much  and  when 
to  reorder. 

While  these  are  indications  that  service  levels  are  not  good  and  that 
the  total  Inventory  appears  high,  it  is  difficult  to  estimate  the  amount  of 
inventory  excess  because  of  conditions  described  above  and  the  fact  that  inven- 
tory Items  are  not  presently  classified  or  coded  in  a  manner  that  would  allow 
elimination  of  uncontrollables  and  more  meaningful  indication  of  Inventory  per- 
formance. Obsolescence,  for  example,  is  a  significant  factor  which  may  vary 
enormously  from  year  to  year  based  on  equipment  retirement  and  replacement 
programs.   Such  factors,  however,  are  largely  burled  in  reported  measures  of 
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Inventory  performance  such  as  the  Inventory  turnover  rates  shown  in  the  Annual 
Report  of  the  Materials  Management  Department.   As  indicated  for  1974,  a  net 
turn  of  1.246  is  low,  lower  in  fact  than  the  turns  for  all  but  one  year  in  the 
last  eight,  and  indicative  of  excessive  inventory  and  higher  than  necessary 
inventory  carrying  costs.   Again,  however,  the  amount  of  excess  and  the  change 
are  difficult  to  measure  because  of  buried,  indistinguishable,  and  variable 
elements  such  as  obsolescence. 
CONCLUSIONS 

As  treated  in  more  detail  in  the  above  paragraphs,  the  major  findings 
and  recommendations  of  our  review  may  be  summarized  as  follows : 
Written  regulations  for  purchasing  appear  to  be 
scrupulously  observed.   It  is  Indicated,  however, 
that  there  is  excessive  solicitation,  bidding  and 
paper  work,  in  connection  with  low  value  purchase 
requirements.   Alternative  available  techniques 
should  be  explored  and  procedures  should  be 
established  to  reduce  time,  effort  and  paper 
work  and  better  handle  low  value  requirements 
while  maintaining  appropriate  control. 
While  an  adequate  basic  tool,  the  Reorder  Notice 
and  associated  Inventory  control  system  elements 
should  be  reexamined,  refined  and  better  main- 
tained for  necessary  improvement  in  service  levels. 
Inventory  performance  and  controls  over  the  some 
70,000  "stock"  items. 
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Despite  recent  improvement,  delivery  performance  and 
service  levels  are  not  completely  satisfactory  and 
aggregate  Inventory  levels  appear  to  be  high  and 
thus  costly  to  maintain.   While  we  are  aware  that 
there  a  number  of  unusual  economic  factors  that 
have  contributed  to  high  inventories,  inventory 
performance  should  be  improved  through  improved 
system  definition  and  maintenance  which,  in  addi- 
tion to  improved  purchased  follow-up  procedures, 
is  necessary  for  better  delivery  performance  and 
service  levels. 

The  substantial  paper  work  which  presently  charac- 
terizes the  purchasing  system  should  be  corrected 
through  not  only  the  current  study  and  realignment 
of  clerical  methods,  but  also  through  study  and 
necessary  redefinition  of  underlying  systems 
assumptions  and  all  elements  of  information  flow. 
We  understand  this  aspect  is  being  explored. 
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DATACENTER  CONTROL  REVIEW 

SCOPE  AND  APPROACH 

The  Datacenter  provides  Important  contributions  to  the  CTA's  accounting 
and  information  services.   In  order  to  evaluate  the  CTA's  overall  systems  of 
internal  controls,  a  review  of  the  input/output  control  and  balancing  procedures 
for  Datacenter  processing  was  an  essential  part  of  our  study.   This  also  per- 
mitted us  to  make  observations  not  strictly  related  to  controls  in  the  areas  of 
organization,  equipment  and  operations. 

The  time  constraints  imposed  in  this  type  of  overview  required  that 
we  select  one  of  the  Datacenter  applications  for  a  reasonably  indepth  survey  of 
its  controls  to  serve  as  a  basis  for  our  conclusions.  The  application  selected 
was  payroll  which,  we  were  told,  accounts  for  about  sixty  percent  of  available 
processing  time. 

Discussions  with  personnel  of  the  Datacenter  comprised  a  principal 
resource  in  conducting  the  review.  We  had  interviews  with: 
Mr.  John  Hogan,  Manager  Data  Center 
Mr.  John  Bonner,  Operations  Director/Data  Center 
Ms.  Mary  Ann  Bandur,  Senior  Programmer /Analyst 
Mr.  Emil  Rusinak,  Tabulatory  Section 

We  surveyed  typical  payroll  control  procedures  using  as  our  guide  our 
standard  questionnaires  designed  for  that  purpose.   This  included  a  review  of 
associated  records  and  documents  prepared  In  the  Payroll  Department  where  we 
had  discussions  with: 

Mr.  Al  Lathouwers 
Mr.  Gerald  Kurowski 
Ma .  Marge  Organ 
Ms.  Rose  Mary  Kenny 
Mr.  Harold  Brown,  Chief  Accountant,  also  took  part  in  the  discussions. 
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So  that  our  perspective  would  not  be  entirely  oriented  to  the  payroll 
system  controls,  we  had  limited  discussions  of  the  control  aspects  of  the  account 
ing  and  material  and  supply  applications  with  report  users  in  their  respective 
departments. 

The  role  of  internal  audit  procedures  in  payroll  controls  was  identi- 
fied through  discussions  with  Mr.  Jack  Wexelberg  and  Mr.  John  Lurito. 
BACKGROUND 

About  ten  years  ago  the  CTA  installed  a  GE415  computer.   A  new  payroll 
system  which  would  take  advantage  of  computer  capabilities  was  not  designed. 
Certain  operations  in  the  then  existing  tabulating  equipment  payroll  system  were 
converted  to  the  computer  to  reduce  processing  time.   That  basic  system  design, 
except  for  modifications  which  have  been  required,  governs  the  present  payroll 
processing,  and  its  continued  heavy  reliance  on  clerical  and  tabulating  proce- 
dures.  It  Is  an  excessively  expensive  system. 

The  system  is  inadequate  and  obsolete.   Operations  and  controls  are 
cumbersome  and  have  become  complex  with  increasing  payroll  computational 
requirements.   It  cannot  respond  to  additional  demands  for  management  information. 

The  center  also  has  a  process  control  computer  for  monitoring  bus  routes 
and  an  additional  system  for  the  bus  utilization  system.   Computer  time  is  also 
leased  from  Statistical  Tabulating  Service  for  the  vehicle  maintenance  system 
and  the  incidence  (claims,  vandalism)  system.   It  should  be  pointed  out,  however, 
that  we  did  not  specifically  review  any  of  these  process  control  systems. 
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OBSERVATION 

Administrative  Controls: 

Based  upon  the  findings  of  our  review,  the  controls  which  govern  pav- 
roll  processing  appear  to  be  adequate. 

The  obsolescence  and  limitations  of  the  payroll  system  become  almost 
immediately  apparent  in  reviewing  the  control  operations  imposed  by  the  system. 
In  large  part,  the  effectiveness  of  control  is  achieved  by  redundancies  and 
duplications  in  computations  and  processing. 

There  are  about  twenty-five  employees  in  the  Payroll  Department. 
Massive  and  time-consuming  manual  effort  is  exerted  to  prepare  controls  for 
balancing  the  tabulating  and  computer  runs. 

In  CTA  payrolls,  the  hours  to  gross  pay  computation  is  complex. 
With  "pick"  scheduling,  an  employee  may  work  different  gross  hours  during  the 
period.   In  addition,  rates  are  determined  by  seniority.   The  hours  to  gross 
pay  computation  is  manually  computed  for  employees,  and  control  totals  are 
obtained  following  time-consuming  and  complex  procedures.   A  computer  run 
generates  employee  gross  pay  and  is  balanced  to  the  manual  controls. 
Operational  Coiranents: 

During  the  controls  review  in  the  Datacenter,  we  observed  significant 
inadequacies  in  areas  which  provide  criteria  for  measuring  the  effectiveness  of 
a  data  processing  operation.  We  believe  that  these  should  be  viewed  within  the 
context  of  the  historical  development  of  the  CTA's  data  processing  discussed  in 
the  background  section. 
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We  also  became  aware  of  efforts  which  the  new  Datacenter  Management 
has  been  exerting.   A  number  of  studies,  some  with  the  assistance  of  outside 
sources,  have  been  made  since  1973.   Those  which  were  made  available  to  us 
included: 

-  Data  processing  controls  manual 

-  Review  of  systems  planning 

-  Payroll  systems  study  report 

-  Report  on  feasibility  study  for/a  new  payroll  system 

-  Datacenter  five-year  plan   r/ 

We  also  understand  that  outside  sources  have  assisted  in  an  equip- 
ment feasibility  and  selection  study,  and  the  preparation  of  the  general 
specification  for  the  new  payroll  system. 

Our  overview  did  not  permit  a  highly  detailed  examination  of  the 
content  of  the  studies.   In  our  opinion,  however,  their  existence  is  indicative 
of  progress  which  has  been  made  in  data  processing  planning. 
Documentation  Standards: 

The  documentation  of  control  and  balancing  procedures  for  the  Payroll 
Department  appears  to  be  reasonably  adequate.   For  example,  we  found  that  vali- 
dation requirements  are  precisely  defined  and  the  reconciliation  of  control 
totals  to  processing  totals  is  described. 

Operator  run  instructions  for  payroll  also  appear  to  be  reasonably 
complete. 

Systems  documentation  for  payroll  is  almost  nonexistent^  Written 
systems  specifications  provide  the  basis  for  communications  between  the  systems 
design  function  and  the  programming  function  and  are  the  permanent  records  of 
the  structure,  flow  and  control  of  the  system. 
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Prograiraning  documentation  is  only  fair.   This  kind  of  deficiency 
would  make  a  change  in  programmer  assignment  difficult. 

We  learned  that  duplicate  copies  of  programs  are  maintained  in  the 
building. 

Back-up  files  for  the  Payroll  are  maintained  in  the  event  that  file 
reconstruction  is  required. 

Datacenter  Relationships  with  User  Departments: 

During  our  review,  we  had  discussions  with  personnel  of  departments 
which  are  users  of  the  Datacenter 's  services.   The  departments  included 
Accounting,  Purchasing  and  Stores. 

In  all  instances,  the  users  expressed  needs  for  additional  information 
which  could  be  developed  in  a  data  processing  system,  but  recognized  the  limita- 
tions of  the  existing  systems  and  equipment. 

Based  upon  the  discussion,  we  formed  the  opinion  that  the  Datacenter 
has  maintained  a  good  level  of  service  to  its  users  In  respect  to  the  accuracy 
and  the  timeliness  of  reports  issued. 

Over  the  years,  and  until  recently,  the  CTA,  we  were  advised,  had  not 
committed  necessary  funds  for  thf  development  of  adequate  data  processing  orga- 
nization, administration,  planning  and  operations. 

Substantial  progress  is  now  evident  in  the  CTA's  data  processing 
organization  and  planning.   In  1973,  Mr.  John  Hogan  was  appointed  Datacenter 
Manager.   A  new  Datacenter  organization  chart  along  functional  lines  has  been 
designed.   The  functions  which  are  defined  and  their  directors  are: 

Operations  -  Mr.  John  Bonner 

Systems  Development  -  Mr.  B.  Connolly 

Data  Base  and  Technical  Support  -  Mr.  P.  Tnda 

Administration  and  Planning  -  Mr.  D.  Studebaker 
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The  effort  to  recruit  key  supervisors  and  competent  supporting  person- 
nel is  continuing. 

Studies  directed  toward  improvements,  some  with  the  assistance  of 
outside  sources,  have  been  made. 

Because  of  the  current  emphasis  on  planning  for  the  procurement  of 
new  equipment  and  for  the  adoption  of  new  and/or  modified  applications,  per- 
formance monitoring  for  present  applications  is  not  extensive.  Moreover,  it 
will  be  difficut  to  establish  meaningful  performance  standards  until  the 
environment  has  sufficiently  stabilized  and  planned  changes  are  implemented. 
The  emphasis  in  the  Department  now  is  upon  change. 

Today  there  are  four  accounting  or  financially-oriented  applications 
run  in  the  Datacenter.   The  applications  and  usage  of  available  processing 
time  are: 

Payroll  (60%)  utilizes  the  GE415  computer  and  tabulating 
equipment . 

Material  and  supply  (20%),  responsibility  reporting  (5  to  7%) 
and  revenue  accounting  (2%)  are  run  on  the  GE415  computer. 
Internal  Auditing: 

There  is  no  formal  program  for  training  Internal  auditing  personnel 
in  electronic  data  processing  concepts  relating  to  the  formulation  and  review 
of  controls.   However,  we  are  aware  that  the  Internal  Auditors  recently  initiated 
audits  of  various  aspects  of  the  payroll  system  which  now  are  under  development 
for  computerization. 
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CONCLUSIONS 

Our  review  indicates  that  the  controls  over  Datacenter  processing 
appear  to  be  adequate.   The  specific  payroll  controls  we  studied  are  cumber- 
some and  expensive  to  operate,  but  correction  does  not  seem  feasible  short  ol 
the  implementation  of  an  entirely  new  payroll  system,  which  we  understand  is 
now  in  process . 

Our  study  also  identified  problem  areas  in  Datacenter  organization 
systems  and  equipment  complement.   However,  as  we  have  noted  previously,  a 
number  of  studies  have  been  made  in  the  past  two  years  which,  we  understand, 
address  many  of  these  problems.   In  view  of  these  studies,  and  assuming  that 
they  will  correct  deficiencies  we  have  noted,  we  do  not  have  recommendations 
for  further  action  in  the  Datacenter  at  this  time.   However,  we  would  suggest 
that  in  six  to  nine  months  time  the  situation  should  be  reviewed  to  determine 
what  progress  has  been  made  to  correct  weaknesses  as  well  as  to  review  the 
status  of  the  new  payroll  system  now  being  implemented. 
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